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for all federal income tax purposes (includ-
ing, e.g., the characterization of the June 1,
1990 distribution and the determination of
P’s foreign tax credit, if any, with respect
thereto) unless the Commissioner consents
to a change.

(iii) If P fails to satisfy the regulatory re-
quirements in a timely manner and such fail-
ure is not shown to the satisfaction of the
Commissioner to be due to reasonable cause,
the earnings and profits of FX shall be com-
puted as if no elections were made and any
permissible methods of accounting not re-
quiring an election and reflected in its books
were adopted. Any subsequent attempt by
FX or P to change an accounting method
shall be effective only if the Commissioner
consents to the change.

Example 3: (i) The facts are the same as in
Example 2, except that P elects to allocate its
interest expense under section 864(e)(4) for
its 1988 taxable year under the tax book
value method of §1.861-12T (c) of the Tem-
porary Income Tax Regulations.

(ii) P must compute the earnings and prof-
its of FX in order to determine the adjust-
ment to P’s basis in the stock of FX for P’s
1988 taxable year. P must satisfy the require-
ments of §1.964-1(c)(3) and file the written
statement and notice described therein with-
in 180 days after the close of FX’s 1988 tax-
able year in order to make an election or to
adopt a method of accounting on behalf of
FX. Any such election or adoption will gov-
ern the computation of FX’s earnings and
profits in 1988 and subsequent taxable years
for all federal income tax purposes (includ-
ing, e.g., P’s basis adjustment for purposes of
section 864(e)(4) in 1989 and the characteriza-
tion of the June 1, 1990 distribution and the
determination of P’s foreign tax credit, if
any, with respect thereto) unless the Com-
missioner consents to a change.

(iii) If P fails to satisfy the regulatory re-
quirements in a timely manner and such fail-
ure is not shown to the satisfaction of the
Commissioner to be due to reasonable cause,
the earnings and profits of FX for 1988 shall
be computed as if no elections were made
and any permissible methods of accounting
not requiring an election and reflected in its
books were adopted. However, a properly
filed, timely election or adoption of method
by, or on behalf of, FX with respect to its
1989 taxable year, when P’s basis adjustment
for purposes of section 864(e)(4) first con-
stitutes a significant event, shall not be
treated as a change in accounting method.
No recomputation of P’s basis adjustment for
1988 shall be required by reason of any such
election or adoption of method with respect
to FX’s 1989 taxable year, but prospective ad-
justments to FX’s earnings and profits and
income shall be made to the extent required
by §1.964-1T(g)(5).

Example 4: (i) The facts are the same as in
Example 3, except that FX had subpart F in-
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come taxable to P in 1986, and P computed
FX’s earnings and profits for purposes of de-
termining the amount of the inclusion and
the foreign taxes deemed paid by P in 1986
under section 960 pursuant to §1.964-1 (a)
through (e).

(ii) Any election made or method of ac-
counting adopted on behalf of FX by P pursu-
ant to §1.964-1(c) in 1986 is binding on P and
FX for purposes of computing FX’s earnings
and profits in 1986 and subsequent taxable
years. Thus, in determining P’s basis adjust-
ment for purposes of section 864(e)(4) in 1988
and 1989 and its deemed-paid credit with re-
spect to the 1990 dividend, FX’s earnings and
profits must be computed consistently with
the method used by P with regard to the 1986
subpart F inclusion. (However, §1.964-1 (d),
(e), and (f) do not apply in computing FX’s
earnings and profits in post-1986 taxable
years.)

Example 5: (i) The facts are the same as in
Example 4, except that FX made a dividend
distribution to P on June 1, 1985, and P com-
puted FX’s earnings and profits for purposes
of computing the foreign taxes deemed paid
by P in 1985 under section 902 with respect to
the distribution under §1.964-1 exclusive of
paragraphs (d), (e), and (f) pursuant to a
timely election under §1.902-1(g)(1).

(ii) Any election made or method of ac-
counting adopted on behalf of FX by P pursu-
ant to §1.964-1(c) in 1985 is binding on P and
FX for purposes of computing FX’s earnings
and profits in 1985 and subsequent taxable
years. Thus, in determining P’s basis adjust-
ment for purposes of section 864(e)(4) in 1988
and 1989 and its deemed-paid credit with re-
spect to the 1986 subpart F inclusion and the
1990 dividend, FX’s earnings and profits must
be computed consistently with the method
used by P with regard to the 1985 dividend. If,
rather than choosing under §1.902-1(g)(1) to
use the section 964 rules, P computed FX’s
earnings and profits for purposes of section
902 in 1985 in all respects as if FX were a do-
mestic corporation, then P would have been
free to make elections or adopt a method of
accounting on behalf of FX under §1.964-1(c)
with respect to the subpart F inclusion in
1986. Any such election or adoption would be
binding on P and FX as to the computation
of FX’s earnings and profits in 1986 and sub-
sequent taxable years.

[T.D. 8283, 55 FR 2516, Jan. 25, 1990; 55 FR
7711, Mar. 5, 1990]

§1.964-2 Treatment of blocked earn-
ings and profits.

(a) General rule. If, in accordance
with paragraph (d) of this section, it is
established to the satisfaction of the
district director that any amount of
the earnings and profits of a controlled
foreign corporation for the taxable
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yvear (determined under §1.964-1) was
subject to a currency or other restric-
tion or limitation imposed under the
laws of any foreign country (within the
meaning of paragraph (b) of this sec-
tion) on its distribution to TUnited
States shareholders who own (within
the meaning of section 958(a)) stock of
such corporation, such amount shall
not be included in earnings and profits
for purposes of sections 952, 955 (as in
effect both before and after the enact-
ment of the Tax Reduction Act of 1975),
and 956 for such taxable year. For rules
governing the treatment of amounts
with respect to which such restriction
or limitation is removed, see paragraph
(c) of this section.

(b) Rules of application. For purposes
of paragraph (a) of this section—

(1) Period of restriction or limitation.
An amount of earnings and profits of a
controlled foreign corporation for any
taxable year shall not be included in
earnings and profits for purposes of
sections 952, 955 (as in effect both be-
fore and after the enactment of the Tax
Reduction Act of 1975), and 956 only if
such amount of earnings and profits is
subject to a currency or other restric-
tion or limitation (within the meaning
of subparagraph (2) of this paragraph)
throughout the 150-day period begin-
ning 90 days before the close of the tax-
able year and ending 60 days after the
close of such taxable year.

(2) Restriction or limitation defined.
Whether earnings and profits of a con-
trolled foreign corporation are subject
to a currency or other restriction or
limitation imposed under the laws of a
foreign country must be determined on
the basis of all the facts and cir-
cumstances in each case. Generally,
such a restriction or limitation must
prevent—

(i) The ready conversion (directly or
indirectly) of such currency into
United States dollars, or into property
of a type normally owned by such cor-
poration in the operation of its busi-
ness or other money which is readily
convertible into United States dollars;
or

(ii) The distribution of dividends by
such corporation to its United States
shareholders.

For purposes of this subparagraph, if a
United States shareholder owns (within
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the meaning of section 958(a)), or is
considered as owning by applying the
rules of ownership of section 958(b), 80
percent or more of the total combined
voting power of all classes of stock of a
foreign corporation in a chain of own-
ership described in section 958(a), the
distribution of dividends by such cor-
poration to such shareholder will not
be considered prevented solely by rea-
son of the existence of a currency or
other restriction or limitation at an in-
termediate tier in such chain if divi-
dends may be distributed directly to
such shareholders.

(3) Foreign laws. A currency or other
restriction or limitation on the dis-
tribution of earnings and profits may
be imposed in a foreign country by ex-
press statutory provisions, executive
orders or decrees, rules or regulations
of a governmental agency, court deci-
sions, the actions of appropriate offi-
cials who are acting within the scope of
their authority, or by any similar offi-
cial action. A currency restriction will
not be considered to exist unless export
restrictions are also imposed which
prevent the exportation of property of
a type normally owned by the con-
trolled foreign corporation in the oper-
ation of its business which could be
readily converted into United States
dollars.

(4) Voluntary restriction or limitation.
A currency or other restriction or limi-
tation arising from the voluntary act
of the controlled foreign corporation or
its United States shareholders during a
taxable year beginning after December
31, 1962, will not be taken into account.
For example, if a controlled foreign
corporation—

(1) Issues a stock dividend which has
the effect of capitalizing earnings and
profits;

(ii) Elects to restrict its earnings and
profits or to make certain investments
as a means of avoiding current tax or
securing a reduced rate of tax; or

(iii) Allocates earnings and profits to
an optional or arbitrary reserve; such
restriction is voluntary and will not be
taken into account.

(5) Treatment of earnings and profits in
cases of certain mandatory reserves—(i)
In general. If a controlled foreign cor-
poration is required under the laws of a
foreign country to establish a reserve
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out of earnings and profits for the tax-
able year, such earnings and profits
shall be considered subject to a restric-
tion or limitation by reason of such re-
quirement only to the extent that the
amount required to be included in such
reserve at the close of the taxable year
exceeds the accumulated earnings and
profits (determined in accordance with
subdivision (ii) of this subparagraph) of
such corporation at the close of the
preceding taxable year.

(ii) Determination of earnings and prof-
its. For purposes of determining the ac-
cumulated earnings and profits of a
controlled foreign corporation under
subdivision (i) of this subparagraph,
such earnings and profits shall not in-
clude any amounts which are attrib-
utable to—

(a) Amounts which, for any prior tax-
able year, have been included in the
gross income of a United States share-
holder under section 951(a) and have
not been distributed;

(b) Amounts which, for any prior tax-
able year, have been included in the
gross income of a United States share-
holder of such foreign corporation
under section 551(b) and have not been
distributed; or

(c) Amounts which become subject to
a voluntary restriction or limitation
(within the meaning of subparagraph
(4) of this paragraph) during a taxable
yvear beginning before January 1, 1963.
The rules of this subdivision apply only
in determining the accumulated earn-
ings and profits of a controlled foreign
corporation for purposes of this sub-
paragraph. See section 959 and the reg-
ulations thereunder for limitations on
the exclusion from gross income of pre-
viously taxed earnings and profits.

(6) Exhaustion of procedures for distrib-
uting earnings and profits. Earnings and
profits of a controlled foreign corpora-
tion for a taxable year will not be con-
sidered subject to a currency or other
restriction or limitation on their dis-
tribution unless the TUnited States
shareholders of such corporation dem-
onstrate either that the available pro-
cedures for distributing such earnings
and profits have been exhausted or that
the use of such procedures will be fu-
tile. As a general rule, such procedures
will be considered to have been ex-
hausted if the foreign corporation ap-
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plies for dollars (or foreign currency
readily convertible into dollars) at the
appropriate rate of exchange and com-
plies with the applicable laws and regu-
lations governing the acquisition and
transfer of such currency including
submission of the mnecessary docu-
mentation to the exchange authority.
The fact that available procedures for
distributing earnings and profits were
exhausted without success with respect
to a prior year is not, of itself, suffi-
cient evidence that such procedures
would not be successful with respect to
the current taxable year.

(c) Removal of restriction or limitation—
(1) In general. If, during any taxable
year, a currency or other restriction or
limitation (within the meaning of
paragraph (b) of this section) imposed
under the laws of a foreign country on
the distribution of earnings and profits
of a controlled foreign corporation to
its United States shareholders is re-
moved—

(1) Treatment of deferred income. Each
United States shareholder of such cor-
poration on the last day in such year
that such corporation is a controlled
foreign corporation shall include in his
gross income for such taxable year the
amounts attributable to such earnings
and profits which would have been in-
cludible in his gross income under sec-
tion 951(a) for prior taxable years but
for the existence of the currency or
other restriction or limitation except
that the amounts included under this
subdivision (i) shall not exceed his pro
rata share of—

(a) The earnings and profits upon
which the restriction was removed de-
termined on the basis of his stock own-
ership on the last day of the imme-
diately preceding taxable year, and

(b) The applicable limitations under
paragraph (c) of §1.952-1, paragraph
(b)(2) of §1.955-1, paragraph (b)(2) of
§1.955A-1, or paragraph (b) of §1.956-1,
determined as of the last day of the im-
mediately preceding taxable year, tak-
ing into account the provisions of sub-
division (ii) of this subparagraph.

(i1) Treatment of earnings and profits.
For purposes of sections 952, 955 (as in
effect both before and after the enact-
ment of the Tax Reduction Act of 1975),
and 956, the earnings and profits which
are no longer subject to a currency or
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other restriction or limitation shall be
treated as included in the corporation’s
earnings and profits for the year in
which such earnings and profits were
derived.

Amounts with respect to which a cur-
rency or other restriction or limitation
is removed shall be translated into
United States dollars at the appro-
priate exchange rate for the trans-
lation period during which such cur-
rency or other restriction or limitation
is removed. See paragraph (d) of §1.964—
1. Amounts with respect to which a
currency or other restriction or limita-
tion is removed shall not be taken into
account in determining whether a defi-
ciency distribution (within the mean-
ing of §1.963-6 (applied as if section 963
had not been repealed by the Tax Re-
duction Act of 1975)) is required to be
made for the year in which such earn-
ings and profits were derived.

(2) Removal of restriction or limitation
defined. An amount of earnings and
profits shall be considered no longer
subject to a limitation or restriction if
and to the extent that—

(i) Money or property in such foreign
country is readily convertible into
United States dollars, or into other
money or property of a type normally
owned by such corporation in the oper-
ation of its business which is readily
convertible into United States dollars;

(ii) Notwithstanding the existence of
any laws or regulations forbidding the
exchange of money or property into
United States dollars, conversion is ac-
tually made into United States dollars,
or other money or property of a type
normally owned by such corporation in
the operation of its business which is
readily convertible into United States
dollars; or

(iii) A mandatory reserve require-
ment (described in paragraph (b)(5) of
this section) is removed either by a
change in law of the foreign country
imposing such requirement or by an ac-
cumulation of earnings and profits not
subject to such requirement.

(3) Distribution in foreign country. If,
during any taxable year, earnings and
profits previously subject to a currency
or other restriction or limitation are
distributed in a foreign country to one
or more United States shareholders of
a controlled foreign corporation di-
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rectly, or indirectly through a chain of
ownership described in section 958(a),
such earnings and profits shall be con-
sidered no longer subject to a restric-
tion or limitation. However, distrib-
uted amounts may be excluded from
such shareholder’s gross income for the
taxable year of receipt if such share-
holder elects a method of accounting
under which the reporting of blocked
foreign income is deferred until the in-
come ceases to be blocked.

(4) Source of distribution. If, during
any taxable year, earnings and profits
previously subject to a currency or
other restriction or limitation is dis-
tributed to one or more United States
shareholders of a controlled foreign
corporation directly, or indirectly
through a chain of ownership described
in section 958(a), the source of such dis-
tribution shall be determined in ac-
cordance with the rules of §1.959-3.

(5) IHlustration. The provisions of this
paragraph may be illustrated by the
following example:

Example. (a) M, a United States person,
owns all of the only class of stock of A Cor-
poration, a foreign corporation incorporated
under the laws of foreign country X on Janu-
ary 1, 1963. Both M and A Corporations use
the calendar year as a taxable year and A
Corporation is a controlled foreign corpora-
tion throughout the period here involved.

(b) During 1963, A Corporation derives in-
come of $100,000 all of which is subpart F in-
come and has earnings and profits of $100,000.
Under the laws of X Country, currency can-
not be exported without a license. During
the last 90 days of 1963 and the first 60 days
of 1964, A Corporation can obtain a license to
distribute only an amount equivalent to
$10,000. M must include $10,000 in his gross in-
come for 1963 under section 951(a)(1)(A)@{) and
$90,000 of A Corporation’s earnings and prof-
its for 1963 are not taken into account for
purposes of sections 952, 955, and 956.

(c) During 1964, A Corporation has no in-
come and no earnings and profits. On June 1,
1964, A Corporation converts an amount
equivalent to $20,000 into property of a type
normally owned by such corporation in the
operation of its business which is readily
convertible into United States dollars but
does not distribute such amount. Corpora-
tion A must include $20,000 in its earnings
and profits for 1963 for purposes of sections
952, 955, and 956. M must include $20,000 in his
gross income for 1964.

(d) During 1965, A Corporation has no in-
come and no earnings and profits. On Decem-
ber 15, 1965, A Corporation distributes an
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amount equivalent to $15,000 to M in X Coun-
try. Neither M nor A Corporation can obtain
a license to export currency from X Country.
In his return for the taxable year 1965, M
elects a method of accounting under which
the reporting of blocked foreign income is
deferred until the income ceases to be
blocked. Accordingly, M does not include the
$15,000 in his gross income for 1965.

(e) During 1966, A Corporation has no in-
come and no earnings and profits. On Feb-
ruary 1, 1966, notwithstanding the laws and
regulations of X Country which forbid the
exchange of X Country’s currency into
United States dollars, M converts an amount
equivalent to $15,000 into a currency which is
readily convertible into United States dol-
lars. Since the income has ceased to be
blocked, M must include $15,000 in his gross
income for 1966.

(d) Manner of claiming existence of re-
striction or limitation on distribution of
earnings and profits. A United States
shareholder claiming that an amount
of the earnings and profits of a con-
trolled foreign corporation for the tax-
able year was subject to a currency or
other restriction or limitation imposed
under the laws of a foreign country on
its distribution shall file a statement
with his return for the taxable year
with or within which the taxable year
of the foreign corporation ends which
shall include—

(1) The name and address of the for-
eign corporation,

(2) A description of the classes of
stock of the foreign corporation and a
statement of the number of shares of
each class owned (within the meaning
of section 958(a)) or considered as
owned (by applying the rules of owner-
ship of section 958(b)) by the United
States shareholder,

(3) A description of the currency or
other restriction or limitation on the
distribution of earnings and profits,

(4) The total earnings and profits of
the foreign corporation for the taxable
year (before any amount is excluded
from earnings and profits under this
section) and the United States share-
holder’s pro rata share of such total
earnings and profits,

(5) The United States shareholder’s
pro rata share of the amount of earn-
ings and profits subject to a restriction
or limitation on distribution,

(6) The amounts which would be in-
cludible in the United States share-
holder’s gross income under section
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951(a) but for the existence of the cur-
rency or other restriction or limita-
tion,

(7) A description of the available pro-
cedures for distributing earnings and
profits and a statement setting forth
the steps taken to exhaust such proce-
dures or a statement setting forth the
reasons that the use of such procedures
would be futile, and

(8) The amount of distributions made

in a foreign country and a statement as
to whether a method of accounting has
been elected under which the reporting
of blocked income is deferred until
such income ceases to be blocked, in-
cluding an identification of the taxable
year and place of filing of such elec-
tion.
In addition, such United States share-
holder shall furnish to the district di-
rector such other information as he
may require to verify the status of a
currency or other restriction or limita-
tion.

[T.D. 6892, 31 FR 11142, Aug. 23, 1966, as
amended by T.D. 7545, 43 FR 19652, May 8,
1978; T.D. 7893, 48 FR 22510, May 19, 1983]

§1.964-3 Records to be provided by
United States shareholders.

(a) Shareholder’s responsibility for pro-
viding records. For purposes of verifying
his income tax liability in respect of
amounts includible in income under
section 951 for the taxable year of a
controlled foreign corporation each
United State shareholder (as defined in
section 951(b)) who owns (within the
meaning of section 958(a)) stock of such
corporation shall, within a reasonable
time after demand by the district di-
rector, provide the district director—

(1) Such permanent books of account
or records as are sufficient to satisfy
the requirements of section 6001 and
section 964(c), or true copies thereof, as
are reasonably demanded, and

(2) If such books or records are not
maintained in the English language, ei-
ther (i) an accurate English translation
of such books or records or (ii) the
services of a qualified interpreter satis-
factory to the district director.

If such books or records are being used
by another district director, the United
States shareholder upon whom the dis-
trict director has made a demand to
provide such books or records shall file
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